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The IRS and Treasury recently issued final regulations under Code Sec. 367(a)
and (d) that make a monumental change in how those provisions have applied
since they were enacted over 30 years ago.1 For the first time, the regulations
subject to taxation the otherwise tax free transfer of foreign goodwill and going
concern value by a domestic corporation to a foreign subsidiary for use in a trade
or business outside the United States.2
Code Sec. 367(a) provides generally that gain on the otherwise tax free transfer of
property by a U.S. person to a foreign corporation is subject to taxation. A broad
general exception is provided for the transfer of “any” property for use in the active conduct of a trade or business outside the United States, with a limited list of
ineligible items (e.g., inventory and Code Sec. 936(h)(3)(B) intangible property).
The final regulations essentially abandon the Code’s general active trade or
business exception. They generally require that gain be recognized under Code
Sec. 367(a) on the transfer of any property to a foreign corporation for use in a
trade or business outside the United States.3 A limited carve-out is provided for
“eligible property,” which is defined as tangible property, working interests in oil
or gas property and certain financial assets.4
Code Sec. 367(a) does not apply to intangible property within the meaning of Code
Sec. 936(h)(3)(B); rather, Code Sec. 367(d) applies. That section treats an otherwise
tax free transfer of such intangible property by a domestic corporation to a foreign
corporation as a sale for a stream of annual payments contingent on productivity and
includible in the transferor’s income over the useful life of the intangible property.
Code Sec. 936(h)(3)(B) defines intangible property by providing a list of 28 items,
including patents, designs, copyrights, trademarks, franchises, contracts, systems,
programs and customer lists. The definition ends by including “any similar item”
and providing that all included items, whether specifically enumerated or merely
“similar,” must have “substantial value independent of the services of any individual.”
The list of intangible property subject to Code Sec. 367(d) does not include
goodwill or going concern value,5 and the Tax Court, rejecting the IRS’s contrary
assertion, held that goodwill, going concern value and workforce in place are
not included in Code Sec. 936(h)(3)(B) as “similar” items.6 Prior regulations in
effect since 1984 stated that Code Sec. 367(d) “shall not apply to the transfer
of foreign goodwill or going concern value.”7 Therefore, gain on the transfer of
foreign goodwill and going concern value to a foreign subsidiary generally was
not taxable under Code Sec. 367 under the active trade or business exception.
In contrast, under the final regulations, gain on the transfer of foreign goodwill
and going concern value is taxable because these items are not included in the narrow list of items qualifying for the active trade or business exception to Code Sec.
367(a). While the regulations remove the exception from Code Sec. 367(d) for foreign goodwill and going concern value, they do not purport to include those items
within the definition of intangible property subject to Code Sec. 367(d), i.e., that
section still applies only to intangible property within the meaning of Code Sec.
936(h)(3)(B). The regulations do, however, permit a taxpayer to apply the rules of
Code Sec. 367(d) (rather than Code Sec. 367(a)) to other intangible property, such
as goodwill and going concern value.8
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As numerous comment letters demonstrated, these regulations depart from the Code and Congressional intent.
Code Sec. 367(a) provides a general exception for transfers
of any property for use in an active trade or business outside
the United States, and the list of ineligible items does not
include goodwill or going concern value. Congress adopted
a specific definition of ineligible intangible property which
does not include goodwill or going concern value (the final
regulations remove this statutory reference as no longer
necessary). The intent to exclude foreign goodwill and
going concern value from taxation under Code Sec. 367 is
unequivocally expressed in the legislative history as reflected
in temporary regulations for over 30 years.9
Indeed, the IRS and Treasury apparently continue to
believe that it generally would be appropriate for foreign
goodwill and going concern value to not be subject to
taxation under Code Sec. 367, but state that taxing such
items is necessary because taxpayers are taking positions that
an inappropriately large portion of the value of property
transferred to a foreign subsidiary consists of goodwill and

going concern value rather than Code Sec. 936(h)(3)(B)
intangible property.10 The government, however, does not
support its assertion,11 and the Tax Court has rejected similar
IRS transfer pricing arguments (but the preamble nowhere
discusses those cases). The final regulations appear to be essentially an attempt to bolster the IRS’s litigation position.12
Code Sec. 367 applies only to transfers of property, and the
final regulations do not attempt to overrule well-established
case law that holds that merely relocating functions within a
multinational group, or allowing an affiliate to benefit from
a business opportunity available to the group, does not result
in a taxable transfer, where the function relocation or opportunity does not take the form of any legally enforceable
rights.13 The section 482 regulations confirm that such benefits in and of themselves are not compensable under Code
Sec. 482.14 In addition, the Tax Court recently confirmed
that the IRS must demonstrate affirmatively that taxable
asset transfers occurred, rather than simply asking the court
to infer that such must be the case in light of the putative
transferee’s subsequent earning of an entrepreneurial profit.15
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